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Concerning Land Trust Certificates

HIO, which has furnished more Presidents than any other state, appears
to enjoy the distinction, in the invention
of land trust certificates, of having contributed to the assortment of investment
securities, one which is unusually interesting, if not entirely unique in character.
In many respects the land trust certificate is comparable to the equipment trust
obligation. It differs singularly, however,
in instances where one of the parties to the
trust agreement, by sale, transfers certain
improved property to the trustee, becomes
the lessee of the property, and has the
option of repurchasing the property, among
other conditions, upon providing the funds
out of which to redeem all the certificates
outstanding.
The principle upon which the land trust
certificate is based contemplates that a
trustee under the terms of a trust agree-

ment will hold title, in fee, to certain property and issue certificates of beneficial interest in the property so held. The certificates have no face value. They represent
undivided fractional interests in whatever
value may attach to the property. The
number of shares is regulated so that each
share, based on the appraised or agreed
value of the property, will be equivalent to
some round amount, such as $1,000. Provision is made so that interest in a fixed
amount per share per annum will be payable. The amount of annual interest per
share designated is also fixed so that it will
constitute a definite rate per $1,000 or
whatever round amount may be fixed for
each share.
From an investment point of view,
these certificates are like any securities
which have a face value and bear a stated
rate of interest. They are sometimes sold
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at what is equivalent to a discount and
sometimes redeemed at what, for practical
purposes, is a premium. They are available
for investment by Ohio savings banks and
trusts, and in Ohio are not subject to personal property taxes, although the income
from the certificates is not exempt from
federal taxation.
The accounting for land trust certificates, in so far as it relates to the accounts
of the trustee, is simplicity itself compared
with that which is necessary to reflect all
aspects of the situation on the books of
one of the parties to the trust agreement
under certain circumstances. Such circumstances are those in which a corporation owning certain property transfers it,
for a consideration, to a trustee, passes
title to the trustee, subsequently leasing
the property from the trustee with privilege
of repurchase, and under the terms of a
declaration of trust agrees to pay annually
(specified in the lease as rental), in addition
to the amount required for interest on
certificates outstanding and expenses of
the trustee, certain sums which the trustee
is obligated to devote to the redemption
of outstanding certificates.
The accounting of the trustee presents
no difficulties. His transactions, like those
of any other trustee, are on a cash basis.
He receives certain amounts which in turn
he disburses in accordance with the prescriptions of the trust agreement. His
receipts represent rent collected from the
lessee and contributions for expenses under
the terms of the trust agreement. His
disbursements cover interest on the certificates outstanding, redemption of certificates called or purchased, and payments to
himself for certain authorized expenses.
The certificates redeemed, while not cancelled, cease to bear interest and are held
pending entire redemption of the issue.
The position of the corporation formerly
owning the property and a party to the
declaration of trust is a somewhat peculiar
one. The corporation has no physical
property. It has no obligation with re-
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spect to the principal of the land trust certificates outstanding. Under the terms of
the lease it has the right of occupancy and
the option of repurchase, but is obligated
to provide funds for the payment of interest on the certificates and for the redemption thereof. The value formerly
represented by physical property has been
translated into a leasehold with privilege
of repurchase. Notwithstanding the fact
that the corporation has no capital obligation for the issue of certificates, there are
certain detriments attaching to the issue
and redemption thereof which it must
suffer. The first is that with respect to
discount. The second is that of premium.
The certificates are an obligation of the
trustee. They have no par value. How,
then, is it possible for the corporation to
have problems of discount and premium?
Explanation is found in certain facts which
may not be ignored.
In a certain case selected for consideration, the transaction through which the
property was sold to the trustee sheds some
of the light necessary to a satisfactory
explanation. Funds with which to purchase the property were raised by the sale
of certificates. The bankers who sold the
certificates for the trustee received as compensation for their services an amount
which was deducted from the proceeds of
sales before the remainder was passed on
to the trustee. The amount in the hands
of the trustee was then paid to the corporation in settlement of the purchase transaction.
The declaration of trust provides for the
redemption of certificates at fixed amounts
which are based on a sliding scale corresponding to the length of time the certificates have been outstanding. These
amounts are all in excess of the amounts
for which the certificates were sold. The
certificates are to be redeemed out of funds
to be provided by the corporation, and the
corporation consequently will suffer a loss
equal to the difference between the amount
required to redeem the certificates and the
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amount received in settlement when the tion. If such were to be the case, upon
property was sold to the trustee.
complete retirement of the certificates
For example, assuming in a given case the corporation would be confronted with
that the number of certificates issued the sudden acquisition of property, coming
against property appraised at a certain out of the air, as it were, and at the same
value is sufficient so that each certificate time be obliged to recognize the full
represents a fractional interest in the prop- amount of discount and premium on the
erty equivalent to $1,000, and further, that certificates redeemed. The fact may not
the amount actually received by the cor- be overlooked that when the property
poration was $950, whereas the certificate will have reverted to the corporation by
is to be redeemed at $1,100, it then is appar- reason of the redemption of all the certifient that the difference between the amount cates, the buildings will have depreciated.
received by the corporation and the amount The corporation thus will receive back
which the corporation will be obliged to property at a value much lower than that
provide, in order to redeem the certificate, at which it was sold. It is therefore imis $150. Notwithstanding the fact that portant for the corporation to recognize
the certificate has no designated par or and face the fact of depreciation and to
face value, it is obvious that for practical make provision therefor from year to year
accounting purposes the certificate must be while the lease is in force, even though
considered as having a face value of $1,000. the corporation does not own the property.
Thus, the discount to be recognized will
The indefinite term of the lease serves to
be $50, whereas the premium will be $100. complicate matters like discount and deThe distinction between discount and preciation, which have to be provided for
premium is necessary because of different annually. In the case under discussion,
treatment which must be accorded in the the lease is for ninety-nine years, forever
accounts to the two different elements. renewable, but with the option to repurThe discount automatically becomes in- chase at any time on sixty days' notice.
volved in the cost of leasehold which must
In attempting to settle the question of
be amortized, while the premium is a time as a basis for determining the annual
matter of expense which must be recog- rates for discount and depreciation, somenized currently. The recognition of dis- thing more than the lease must be concount on certificates which are not an sidered. The annual amount specified as
obligation of the corporation would of rental will produce to the trustee, in excess
course at first appear to be illogical. The of amounts required for yearly interest of
element of discount, however, is present, $60 on each certificate outstanding,
even though buried, as it were, in the sufficient funds to redeem all outstanding
leasehold account, and will ultimately certificates within twenty-five years.
demand attention if not taken care of Therefore it becomes necessary to amorcurrently.
tize the discount at least over the twentyTo draw strict corporate lines limiting five year period.
the position of the corporation to its own
As to depreciation, the rate is debatable.
assets and obligations would of course be The life of the buildings may have nothing
possible. Such action, however, would be to do with the term of the lease or the
based on theory rather than practical period of time in which the certificates
common sense. It is inconceivable that are to be redeemed.
any corporation officials would counteThere may be a further question affectnance a policy of ignoring the probabilities ing the situation, namely, whether the
of the future and be willing to have the issue of land trust certificates has been
accounting based on the theoretical situa- based on the value of the land, or the
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combined value of land and buildings.
As the certificates are redeemed the corporation, through having provided the
funds for such purpose, automatically
acquires an equity in the property represented by certificates redeemed but uncancelled. If the issue has been based on
both land and buildings, the equity is
represented by an interest in the land and
in the sound value of the buildings. The
buildings may have an estimated life of
twenty-five, fifty, seventy-five, or one
hundred years, and accordingly the annual rate of depreciation would vary, as
would the sound value, from time to time.
With respect to depreciation there are
two alternatives. One is to base the rate
on the redemption term, thereby completely depreciating the buildings over that
term; the other method is to base the rate
on the estimated life.
Take, for example, a case in which the
issue of certificates corresponds in amount
only to the appraised value of the land.
Upon receipt by the corporation of the
proceeds resulting from the sale of the
certificates, and the execution of the
declaration of trust and lease, the proceeds would be credited to the corporation's
account "Land, buildings, and equipment."
The amount remaining in that account
would then be transferred to an account
designated "Leasehold and option to repurchase, etc." The leasehold account
would represent as to amounts the sound
value of the buildings and the discount on
sales of certificates. In the accounting
of the corporation the reduction of the
leasehold account would be described as
amortization of leasehold. The amounts
involved annually would be those necessary
to amortize the discount and depreciate
the buildings.
If the amortization of discount and
depreciation were to be based on the redemption period, at the expiration thereof
both the discount and sound value of
buildings theoretically would be reduced
to nothing. In the meantime the cor-
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poration would have been accumulating,
following reports from the trustee as to
certificates redeemed, an asset designated
"Equity in property represented by land
trust certificates, etc." At the expiration
of twenty-five years this account would
have accumulated an amount representing
the issue of certificates.
As a matter of fact, the amount on
which the issue of land trust certificates
is based usually does not include the value
of the buildings. The appraised value of
the land first disappears from the accounts
of the seller at the time of sale and reappears when all certificates have been
redeemed. The sound value of the buildings, having passed into a leasehold account, is gradually reduced through depreciation and does not reappear in the
account "Equity in property, etc." automatically, as does the land value through
redemption of the certificates.
At the expiration of the twenty-five
year period, revaluation obviously is in
order. It may affect land as well as
buildings, and it seems entirely consistent,
under any circumstances, that at the
expiration of the redemption term the
land and buildings should be reappraised
and, if necessary, an appropriate capital
surplus account credited. Where depreciation is based on the estimated life of the
buildings, if such life is longer than the
redemption term, the rate will accordingly
be lower and there will remain in the leasehold account at the end of the redemption
period the undepreciated remainder, or
sound value, of the buildings.
This tends to equalize the charges representing provision for depreciation over
the redemption term and avoids the sudden
appearance of a capital surplus account
representing restoration of building values
upon reacquisition of the property coincident with the redemption of the certificates.
The accounting for land trust certificates
presents numerous complications, some of
which have not been mentioned in this
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discussion. Some of the aspects treated
have angles which will bear further discussion, if not debate. Enough of the
problem doubtless has been disclosed to
stimulate interest and offer opportunity
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for mental exercise sufficient to satisfy
the most exacting student. It may be
admitted, without any sacrifice of pride,
that here is something not far from the
problem of problems.

